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Before studying this chapter, you should understand or, if necessary, revise :
•
	
the preparation of financial statements for a sole trader
• the nature of different types of companies which can be formed under the
Corporations Act 2001
• the procedures for forming a company under the Corporations Act, including the purpose
of a company's replaceable rules and/or constitution
• the regulatory bodies responsible for the development and maintenance of accounting
standards and other regulatory requirements
• the nature of a reporting entity and general-purpose financial reporting
• the accounting procedures for the issue and redemption of a company's shares and
debentures .
Learning objectives
When you have studied this chapter, you should be able to :
1 understand the nature of the elements of financial statements, namely assets, liabilities,
equity, income and expenses (p . 83)
2 understand the recognition criteria for recording the elements in the accounting
system (p. 87)
3 understand how the elements are to be measured in the entity's accounting records and
classified in financial statements (p . 90)
4 understand the nature of dividends and how to account for the declaration and payment of
dividends, including bonus share issues (p . 96)
5 understand the nature of reserves and how they are established and reduced (p . 101)
6 prepare a company's income statement for internal use from the accounting
records (p. 104)
7 understand the contents of a company's Retained Earnings account and prepare a statement
of changes in equity (p . 110)




Once a company has been formed and funds raised, the directors and management of the
company can turn to the task of conducting business operations . Companies operate in many
different types of activities, and there tends to be specialisation of operations from one company
to another, based on the expertise of management and the objectives of the company. These
objectives could be of a business or not-for-profit nature . Nevertheless, the company usually
becomes involved in transactions with external parties which lead to earning income and incur-
ring expenses. Any profits generated by the company are then subject to payment of income tax .
(Accounting for income tax expense is discussed in chapter 4 .) The after-tax profits may then
be distributed as dividends to equity holders, appropriated by the establishment of reserves, or
retained within the company .
This chapter focuses on the preparation of financial information for the purpose of determining
for management a company's overall financial performance and financial position in a set of
financial reports at the end of the accounting period as a result of the company's activities . Three
financial statements prepared for management purposes are discussed in this chapter - the
income statement, the balance sheet and the statement of changes in equity . Preparation of these
statements for general-purpose external financial reporting is discussed in chapter 11 . A fourth
financial statement, the cash flow statement, is considered in detail in chapter 13 . The determi-
nation of financial information for management tasks such as financial planning, budgeting and
control is beyond the scope of this book .
Even though it is unnecessary for companies to comply with accounting standards for internal
reporting to management, it is common for companies to base their internal reports on the
requirements of several accounting standards and conceptual framework statements designed
chiefly for the preparation of general-purpose financial reports (GPFRs) for outside parties .
Following the accounting standards and conceptual framework statements for internal reporting
minimises the costs of having too cumbersome an accounting system for reporting to both
internal and external users . Basing internal financial statements on accepted definitions of the
elements of financial statements, as contained in the AASB's Framework for the Preparation
and Presentation of Financial Statements, is worthwhile in order to minimise preparation costs
whenever GPFRs are required in addition to internal reports . In sections 3 .1 to 3 .3 of this chapter,
the definitions, recognition criteria, measurement and classification of assets, liabilities, equity,
income and expenses contained in the Framework and accounting standards are discussed as
being appropriate for use in preparing reports about financial performance and financial position
for internal purposes .
Certain specialised accounting standards have been issued for use by companies in particular
types of industries, and these standards may be used as well for internal financial reporting pur-
poses. For example :
• for companies operating in primary industries such as the growth of livestock or crops,
accounting standard AASB 141 Agriculture has been issued
• for companies conducting long-term construction activities, accounting standard AASB 111
Construction Contracts has been issued
• for companies operating in the insurance industry, AASB 1023 General Insurance Contracts
and AASB 1038 Life Insurance Contracts have been issued
• for companies dealing in foreign exchange transactions, accounting standard AASB 121 The
Effects of Changes in Foreign Exchange Rates has been issued .
Specialist industry standards are not considered in this book .
After consideration of the definitions, recognition criteria and measurement of the elements
of financial statements, the chapter considers two aspects of equity which are not discussed in
chapter 2. A major focus of chapter 2 was the equity contributions made by owners in the form of
share capital . This chapter discusses distributions to owners by way of dividends, and examines




What is the nature of an
asset, a liability, equity,
income, and an expense?
The elements of financl'L, tatements
The Framework
contains the definitions and recognition criteria for five main elements in finan-
cial statements: assets, liabilities, equity, income and expenses . `Recognition criteria' identify
when an element can be recorded in the accounting system and subsequently placed on the face
of an entity's financial statements
. This section discusses the definitions, and sections 3 .2 and 3 .3
discuss the recognition criteria and measurement requirements for these elements in preparing
the financial statements .
3 .1 .1 Assets
An asset is defined in the Framework paragraph 49 as `a resource controlled by the entity as a
result of past events and from which future economic benefits are expected to flow to the entity' .
According to paragraphs 53-59 of the Framework, an asset has three essential characteristics :
1 . An asset contains future economic benefits in the form of a potential to contribute, directly
or indirectly, to the flow of cash and cash equivalents to the entity . Hence, items which have
merely sentimental benefits (such as various trinkets) or spiritual benefits are not assets for
accounting purposes . Since an asset contains future economic benefits, the physical form is
not a prerequisite for an asset to exist. Furthermore, the future economic benefits may flow
to the entity as the asset is used singly, in combination with other assets, exchanged for other
assets or used to settle a liability .
2. The future benefits must be controlled by the entity. This means that an asset does not have to
be legally owned. Control is not defined in the Framework ; nevertheless, in paragraph 57, an
ability of the entity to deny or regulate access to those benefits is implied . Hence, a leased car
is an asset to the lessee even though the lessee does not own the car; intellectual know-how is
an asset as long as that know-how is protected . Application of the characteristic of control to
intangible assets is discussed in chapter 7 .
3 . Assets must have come into existence as a result of past events . Future economic benefits
which are not currently controlled by the entity are not assets . A past event or transaction must
have occurred . Hence, inventories expected to be acquired by the company next month are not
assets to the entity at present .
Once these three essential characteristics are satisfied, an asset exists . Under the Framework,
the existence of an asset does not depend on factors such as whether it has been purchased at
a cost, is `tangible' or has a physical existence, has a legally enforceable claim over it, or is
exchangeable in the marketplace for cash or other assets . Items that have been donated to the
enterprise may satisfy the asset definition .
AASB 137 Provisions, Contingent Liabilities and Contingent Assets
paragraph 10 also pro-
vides a definition of a contingent asset as follows :
a possible asset that arises from past events and whose existence will be confirmed only by the
occurrence or non-occurrence of one or more uncertain future events not wholly within the control
of the entity.
The treatment of contingent assets in an entity's financial report is discussed in due course . Based
on current discussions at the IASB and the AASB, it is foreshadowed that the concept of a con-
tingent asset will disappear. In July 2005, the AASB issued Exposure Draft (ED) 140
Proposed
Amendments to AASB 137 Provisions, Contingent Liabilities and Contingent Assets and AASB
119 Employee Benefits, based on the IASB's exposure draft, which
:
p• roposes that the term `contingent asset' is eliminated
•
	
uses the term `contingency' to refer to uncertainty about the amount of future economic ben-
efits embodied in an asset rather than uncertainty about whether an asset exists
•
proposes that items formerly described as contingent assets may be within the scope of IAS 38/
AASB 138 Intangible Assets
rather than IAS 37/AASB 137 Provisions, Contingent Liabilities
and Contingent Assets . Intangible assets are discussed in chapter 7
.
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3 .1 .2 Liabilities
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The Framework paragraph 49 defines a liability as `a present obligation of the entity arising
from past events, the settlement of which is expected to result in an outflow from the entity of
resources embodying economic benefits'
. According to paragraphs 60-64, three essential charac-
teristics of a liability are identified :
There must be a present obligation .
A mere intention to sacrifice economic benefits in the
future is not sufficient; for example, a decision to buy a car does not constitute a present obli-
gation. An obligation is a duty or responsibility to act or perform in a certain way
.
This present obligation may be legally enforceable, equitable or constructive . Legal obli-
gations arise from legally binding contracts or are imposed by legally authorised bodies or
government statutes or other operation of law (e.g. fines by a court)
. Equitable obligations
are those that arise from social or moral sanctions rather than legal sanctions . They come into
existence because of a duty of the entity to act with a sense of justice and fairness to another
party. Constructive obligations are described in paragraph 10 of ED 140, which contains the
proposed amendments to AASB 137, as obligations that derive from an entity's actions when :
(a) by an established pattern of past practice, published policies or a sufficiently specific current state-
ment, the entity has indicated to other parties that it will accept certain responsibilities ; and
(b) as a result, the entity has created a valid expectation on the part of those parties that they can
reasonably rely on it to discharge those responsibilities .
As an example of a constructive obligation, a company may have a declared policy of
donating a certain fixed sum of money to a local charity each year in November, provided the
company earned a specified return on assets . It is argued that with the company having earned
that return on assets in the current year, this constitutes a constructive obligation of the entity and
should be recognised as a liability in the financial statements prepared as at 30 June of that year .
•
	
A liability must involve a sacrifice, requiring the settlement of resources in the future . The
Framework states that the settlement may be by :
(a) payment of cash
(b) transfer of other assets
(c) provision of services
(d) replacement of that obligation with another obligation
(e) conversion of the obligation to equity
(f) a creditor waiving or forfeiting its rights .
• The liability must have come into existence as a result of a past event.
The term `provision' is used as well in the context of liabilities . In AASB 137 a provision
is defined as a `liability of uncertain timing and amount' : In contrast, a contingent liability is
defined as :
(a) a possible obligation that arises from past events and whose existence will be confirmed only
by the occurrence or non-occurrence of one or more uncertain future events not wholly within
the control of the entity ; or
(b) a present obligation that arises from past events but is not recognised because :
(i) it is not probable that an outflow of resources embodying economic benefits will be required
to settle the obligation; or
(ii) the amount of the obligation cannot be measured with sufficient reliability .
Under the requirements of AASB 137 therefore, a provision can exist in financial statements
only if it first satisfies the definition of a liability. A contingent liability may or may not be a
liability.
In ED 140, which discusses future amendments to AASB 137, it is proposed that the term 'pro-
vision' be discarded in favour of the term 'non-financial liability' and that the standard AASB
137 be renamed 'Non-financial Liabilities' . ED140 also proposes the abandonment of the term
`contingent liability' . The ED uses the term `contingency' to refer to uncertainty about the amount
that will be required to settle a liability, rather than uncertainty about whether a liability exists .
The purpose of the amendment is to clarify that only present obligations (rather than possible obli-
gations) of an entity give rise to liabilities and that liabilities arise from unconditional obligations .
3 .1 .3 Equity
Equity is defined in the Framework paragraph 49 as `the residual interest in the assets of the
entity after deducting all of its liabilities' . The main characteristic of equity is that it is a residual
amount, determined after total liabilities are subtracted from total assets . In other words, the
accounting equation is represented as :
Assets - Liabilities = Equity
Liabilities and equity are mutually exclusive interests in the entity's assets and the concepts
of assets and liabilities must be defined before a definition of equity can be made operational .
Equity ranks after liabilities as a claim to the assets of an entity. The main components of equity,




• reserves being retained earnings
• reserves representing appropriations of retained earnings
• reserves representing capital maintenance adjustments .
Another category of equity for companies is distributions to shareholders, usually called 'divi-
dends' . The different types of dividends, their source and the accounting treatment are discussed
in section 3 .4 in this chapter . Because equity is a residual, in determining whether certain items
such as preference shares and convertible notes qualify as equity, the accountant must firstly
assess whether these items satisfy the definition of a liability . If not, then they become equity by
default . These issues are discussed further in chapter 2 .
The nature of reserves is discussed further in section 3 .5 of this chapter .
3 .1 .4 Income - revenues and gains
The definition of income contained in the Framework is part of the discussion of `performance' .
Income is defined in paragraph 70 as follows :
Income is increases of economic benefits during the accounting period in the form of inflows or
enhancements of assets or decreases of liabilities that result in increases in equity, other than those
relating to contributions from equity participants .
Income represents inflows of economic benefits to the entity ; hence amounts collected on
behalf of third parties, such as the goods and services tax, are not economic benefits flowing to
the entity . Such taxes are therefore excluded from income . From the definition, income arises
due to changes in assets and liabilities, Note that the Framework has adopted a balance sheet
emphasis, and the definition states that for income to exist, there must be an increase in equity,
other than a contribution by equity holders . Hence, income arises if there has been an increase
in assets and an increase in equity, i .e . no change in liabilities, or a decrease in liabilities and
an increase in equity, i .e . no change in assets . It is important to understand that the existence of
income does not depend on an earning process .
It would appear that the IASB (and therefore the AASB) uses the term `income' sometimes as
a substitute for the word `revenue', so care needs to be taken as to the context in which it is used .
The Framework paragraph 74 and AASB 118 Revenue, in its `objective' paragraph, state
:
Income encompasses both revenue and gains. Revenue is income that arises in the course of ordi-
nary activities of an entity and is referred to by a variety of different names including sales, fees,
interest, dividends and royalties .
Furthermore, AASB 118 paragraph 7 presents a definition of revenue as follows :
Revenue is the gross inflow of economic benefits during the period arising in the course of ordinary
activities of an entity when those inflows result in increases in equity, other than increases relating
to contributions from equity participants .
This definition is not unlike the Framework's definition of `income', with the addition that
revenue is a gross inflow coming from the entity's ordinary activities, but nowhere is it made
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clear what ordinary activities do or do not include ; hence, the difference between revenue and
income is unclear apart from the notion that revenue is one part of income . It appears that an
earning process (from the entity conducting operating activities) is necessary for revenue to exist .
AASB 118 implies that revenue comes mainly from (a) the sale of goods, (b) the rendering of
services and (c) the use by others of entity assets yielding interest, royalties and dividends . If
income arises from activities which are not `ordinary', the Framework paragraph 75 suggests
that this income is referred to as `gains' . However, gains are `no different in nature from revenue'
(paragraph 75) and gains are not regarded as constituting a separate element in the Framework.
Nevertheless, gains would be reported as a net inflow rather than as a gross inflow .
In ED 148 Proposed Amendments to AASB 101 Presentation of Financial Statements : A
Revised Presentation, based on an ED issued by the IASB, the AASB has concluded that a future
standard will require the disclosure of a `statement of comprehensive income' . `Comprehensive
income' is defined as the `change in equity (net assets) during a period from non-owner sources',
and includes the total recognised income and expenses for the period . Based on the definition,




CI = comprehensive income
(A - L) = net assets
t = time in periods, e .g . a year
D = distributions to equity holders during the period t
C = contributions by equity holders during the period t
This equation shows clearly the relationship between income and the measurement of net assets
at the beginning and end of the period, and shows that comprehensive income is the increase in
net assets during the period after adjustments for any distributions to and contributions by equity
holders .
3 .1 .5 Expenses
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The Framework paragraph 70 defines expenses as follows :
Expenses are decreases in economic benefits during the accounting period in the form of outflows
or depletions of assets or incurrences of liabilities that result in decreases in equity, other than those
relating to distributions to equity participants .
Expenses are the opposite of income . As with income, the existence of expenses depends on
changes in assets and liabilities . Expenses result from either a decrease in an asset or an increase
in a liability or both, and there must be a reduction in equity apart from a distribution to equity
holders, e .g. dividends paid or share buy-backs . Some challenging areas for accountants to decide
whether an entity has an asset or an expense arise in the following circumstances :
• costs of repairs and maintenance
• advertising costs
• research and development costs
• exploration costs in extractive industries
• training costs of specialised, well-informed management and employees .
In each of these circumstances, it must be determined whether an asset exists . A case could be
made for the existence of assets in each of the above circumstances, if there exist future economic
benefits expected to flow to the entity. A key determinant as to whether such costs incurred are
assets or expenses is the control that an entity has over the expected economic benefits flowing to
it, If it is determined that the costs do not give rise to assets, then the costs must be expensed .
According to the Framework paragraph 78, the definition of expenses encompasses losses as
well as expenses that arise in the ordinary activities of an entity . Losses represent items that
meet the definition of an expense and may not arise as part of the entity's ordinary activities,
e.g. losses from natural disasters (paragraphs 78-80) . Expenses are normally reported on a gross





The characteristics of assets are controlled future economic benefits arising from a past event .
• The characteristics of liabilities are present obligations from past events resulting in a future
sacrifice of economic benefits .
• Equity is simply a residual, namely assets minus liabilities .
• Income represents increases in economic benefits during the accounting period either as inflows
or enhancements of assets or as decreases in liabilities that result in increases in equity, other
than those relating to contributions from equity holders .
• Revenues and gains are different parts of income .
• Expenses represent decreases of economic benefits during the accounting period in the form of
outflows or reductions of assets or incurrences of liabilities that result in decreases in equity,
other than those relating to distributions to equity holders .
,,,_ ? ~ 3.2




What are the recognition
criteria for including the
elements in the accounts?
Under the Framework, the same recognition criteria are applied to all of the above elements for
inclusion in financial statements . When an element is `recognised', it must be included on the face
of the financial statements of the entity (by way of recording through the journals and ledgers),
but this can occur only if the element meets the definition and satisfies the recognition criteria set
out in the Framework . Paragraph 83 identifies two recognition criteria for all elements :
An item that meets the definition of an element should be recognised if :
(a) it is probable that any future economic benefit associated with the item will flow to or from the
entity ; and
(b) the item has a cost or value that can be measured with reliability,
The concept of probability refers to the degree of uncertainty that the future benefits will
flow either to or from the entity, and is a subjective test requiring judgement by the preparer .
`Probable' is generally defined as meaning more likely than less likely, i .e. more than a 50%
chance of occurring . In order to assess the meaning of reliable measurement, the preparer of
financial statements must take note of the meaning of reliability, contained in paragraph 31 of
the Framework :
Information has the quality of reliability when it is free from material error and bias and can be
depended upon by users to represent faithfully that which it either purports to represent or could
reasonably be expected to represent .
The main impact of this definition is that a reliable measure is one which represents faithfully
the economic reality or economic substance of the transactions and events that have occurred .
Reliability also requires the measure to be free from any bias of the measurer ; in other words,
the measure should be a `neutral' one, In July 2006, the IASB issued a Discussion Paper entitled
Preliminary Views on an improved Conceptual Framework for Financial Reporting - The
Objective of Financial Reporting and Qualitative Characteristics of Decision-useful Financial
Reporting Information, proposing that the concept of reliability is replaced by the concept of
`faithful representation', requiring that, to be useful in making resource allocation decisions,
`information must be a faithful representation of the real-world economic resources and obli-
gations and the transactions and events that change them' (paragraph QC16) . The suggested
components of faithful representation are verifiability, neutrality and completeness (paragraphs
QC23-QC34) .
In addition to the conceptual framework, some accounting standards provide their own recog-
nition criteria . For example, AASB 138 Intangible Assets states that where intangible assets are
measured at fair value in a business combination, the probability test is automatically met and no
such recognition test is required .




3 .2 .1 Recognition of revenue
In AASB 118 Revenue, the recognition criteria for revenue as defined in that standard provide
additional requirements to the criteria included in the Framework . In some instances, AASB 118
adds a requirement that the revenue must be `earned' before recognition can occur, for example
with the sale of goods and provision of services .
AASB 118's recognition criteria vary depending on the particular type of revenue being
considered . Separate recognition criteria are provided for revenues from the sale of goods (para-
graph 14), for the rendering of services (paragraph 20), and for interest, royalties and dividends
(paragraphs 29 and 30) . In addition to the probability test and the reliable measurement test,
AASB 118 adds a cost test, namely that the costs incurred or to be incurred in respect of the
transaction can be measured reliably. The reason for adding a cost test in the standard is unclear,
apart from an attempt to consider reliable matching of costs against revenue to determine profit .
As an example of the cost test, consider the recognition of revenues from the sale of goods .
AASB 118 paragraph 14 adds the criterion that `the costs incurred or to be incul7-ed in respect of
the transaction can be measured reliably' .
For the recognition of revenues from services, AASB 118 requires four tests . Paragraph 20
states :
Where the outcome of a transaction involving the rendering of services can be estimated reliably,
revenue associated with the transaction shall be recognised by reference to the stage of completion
of the transaction at the reporting date when all the following conditions are satisfied :
(a) the amount of revenue can be measured reliably ;
(b) it is probable that the economic benefits associated with the transaction will flow to the entity ;
(c) the stage of completion of the transaction at the reporting date can be measured reliably ; and
(d) the costs incurred for the transaction and the costs to complete the transaction can be measured
reliably.
Contrary to the Framework, criterion (c) adds an earnings test to services revenue in that rev-
enues from services must be recognised by reference to the stage of completion of the service
contract . This is sometimes referred to as the `percentage of completion' method . Under this
method, revenue is recognised progressively over the year(s) in which the services are provided
under the contract. AASB 118 paragraph 21 argues that the recognition of revenue on this basis
provides useful information on the extent of service activity and performance during the year .
Therefore, revenues from services contracts such as for cleaning, maintenance and insurance are
to be recognised over time as the services are performed. Recognition of revenue (and expenses)
on the basis of the percentage of completion method is required as well in the case of long-term
construction contracts under AASB 111 Construction Contracts .
In relation to interest, AASB 118 provides that interest revenue must be recognised using the
effective interest method as set out in AASB 139 . The effective interest on a financial asset is the
interest rate required to discount the future cash flows expected over the life of the asset to an
amount equal to the initial carrying amount of the asset.
For dividend revenue, AASB 118 paragraph 30(c) provides that dividends must be recognised
as revenue when the shareholder's right to receive payment is established . This point is before
the receipt of cash. For interim and final dividends declared by directors under the company's
constitution, the right to receive the dividend occurs on declaration, and dividend revenue must
be recognised . If a final dividend must be approved by a meeting of shareholders, the share-
holders receiving the dividend do not control the right to the dividend until that approval occurs,
and no dividend revenue can be recognised .
At the time of writing, the IASB on its website ( www.iasb.org.uk) has listed, as one of its
joint projects with the Financial Accounting Standards Board (FASB) of the United States, the
revision of the recognition criteria for revenue in IAS 18 . A discussion paper on the issue is
proposed to be released at the end of 2007 .
3 .2 .2 Recognition of expenses
As with the other elements, expense recognition depends on a probability test and a reliable
measurement test . Note that, under the Framework, expense recognition is not tied to the matching
process, which has required accountants in the past to associate costs with the related income
for the period before the costs could `expire' and become expenses . In this way, expenses were
said to be `matched' against income for the period in order to determine an entity's profit . Under
the Framework, which emphasises a balance sheet approach to the definition and recognition of
the elements of financial statements, the matching process, although mentioned in paragraph 95
as acceptable, is discarded if it creates dubious assets and liabilities . For example, in the past,
entities have created expenses and liabilities by establishing items called `provisions for unin-
sured future losses', `provisions for future plant overhauls and maintenance', and `provisions for
expected future losses' . None of these items satisfies the definitions of a liability and an expense
in that there is no present obligation and no present decrease in economic benefits . These items
have been created to reflect the expectations of preparers of accounts as to the long-term profit-
ability of the entity, rather than reflecting the reality of current economic phenomena, which need
to be reported to users of financial statements to reflect performance and financial position (see
section 3 .5.3 in this chapter for further discussion) .
There is no requirement, however, for entities preparing financial statements to comply with
the Framework to the extent that such a framework has not been built into accounting standards ;
hence, the matching process still has influence in practice and is often applied in the preparation
of internal financial statements for management purposes . Note that, even if preparers wish
to follow accounting standards in internal financial statements, there is no overall accounting
standard for expenses equivalent to the revenue standard AASB 118 . Hence, preparers are subject
to fewer regulations in relation to the recognition of expenses, apart from the guidance provided
by the Framework, certain accounting standards and the general rules of accrual accounting .
Individual accounting standards must be consulted to determine the appropriate recognition treat-
ment for particular types of expenses for external reporting purposes . For example :
•
	
Rent on short-term operating leases must be recognised by the lessee as an expense in accord-
ance with AASB 117 Leases .
• Depreciation of assets must be recognised as an expense by allocating the depreciable amount
of a depreciable asset on a systematic basis over its useful life . The depreciation method
used must reflect the pattern in which the asset's future economic benefits are expected to be
consumed by the entity (paragraph 60 of AASB 116 Property, Plant and Equipment) . Similar
requirements apply to the amortisation of intangible assets under AASB 138 Intangible
Assets .
• Employee benefits costs, such as wages and salaries, annual leave, sick leave, long-service
leave, profit sharing and bonuses, superannuation and other post-employment benefits, must be
recognised as expenses (AASB 119 Employee Benefits) .
• Interest and other borrowing costs must be recognised as an expense in the financial year in
which they are incurred unless they are directly associated with a qualifying asset, which is
an asset that necessarily takes a substantial period of time to get ready for its intended use
or sale, e .g . construction of a large city building or a freeway . In the case of a qualifying
asset, borrowing costs directly attributable to its acquisition, construction or production must
be capitalised as part of the cost of the asset (AASB 123 Borrowing Costs) .
• Impairment of assets . Under AASB 136 Impairment of Assets paragraph 59, if the recoverable
amount of an asset is less than that asset's carrying amount, the asset is said to be `impaired'
and must be written down to recoverable amount . The write-down is to be called an 'impair-
ment loss' and in most cases recognised as an expense in the entity's financial statements . For
this purpose, `recoverable amount' is defined as the higher of an asset's fair value less costs to
sell and its value in use, and `value in use' means the discounted present value of the future
cash flows expected to be derived from the asset (paragraph 6) .
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3 .2 .3 Recognition of provisions
As provisions are liabilities, in order to be recognised they must satisfy the probability and
reliable measurement criteria for the elements . In addition, AASB 137 Provisions, Contingent
Liabilities and Contingent Assets (paragraph 36) states that the amount to be recognised as a
provision should be `the best estimate of the expenditure required to settle the present obligation
at the reporting date' . This can be estimated by determining the amount that the entity would
rationally pay to settle the obligation at reporting date or to transfer it to a third party at that
time. In order to determine that amount, the standard requires that future risks and uncertainties,
present value calculations and the impact of future events that may affect the amount are all to be
taken into account (paragraphs 42-50) . In future, as discussed in section 3 .1 .2, it is expected that
the concept of a `provision' will disappear in favour of the concept of 'non- financial liabilities' .
3 .2 .4 Non-recognition of contingent assets and
contingent liabilities
Generally, under AASB 137, contingent assets and contingent liabilities, by their very nature,
should not be recognised by inclusion in the financial statements of the entity . The standard
requires instead that the existence of these contingencies is disclosed by way of footnotes to the
financial statements . As mentioned previously in sections 3 .1 .1 and 3 .1 .2, the IASB and AASB
propose to do away with the concepts of contingent assets and contingent liabilities and deal with
the recognition or non-recognition of liabilities only .
• The recognition criteria for all of the elements are (a) it is probable that any future economic
benefit associated with the item will flow to or from the entity ; and (b) the item has a cost or
value that can be measured with reliability .
•
	
Accounting standard AASB 118 specifies additional recognition criteria for different types of
revenue .
• Several accounting standards discuss the recognition criteria for different expenses .
• Contingent assets and contingent liabilities must not be recognised .
3 .3 Measurement and classification of
the elements
90 Company Accounting Seventh Edition
Once a company has determined that recognisable elements exist and need to be recorded for-
mally in the accounting system, the next issue facing the accountant is the measurement of these
elements . In the Framework, measurement involves the process of determining the monetary
amounts at which the elements are to be recognised and carried in the financial statements. Note
that measurement involves the assignment of monetary numbers to particular attributes of the
item being measured. For example, the accountant could measure an asset's weight, height,
colour, selling price, buying price and so on . This section discusses alternative measurement
methods to be applied to the different elements in the accounting records .
The Framework points out that a number of different measurement bases may be used to
measure assets, liabilities, income and expenses in varying degrees and in varying combinations
in financial statements . They include the following, the most common of which in practice is the
historical cost basis :
• Historical cost . In relation to an asset, an asset is recorded at the amount of cash or cash equiv-
alents paid or the fair value of the consideration given to acquire it at its acquisition date .
• Current cost. For an asset, current cost represents the amount of cash or cash equivalents that
would be paid if the same or equivalent asset was acquired currently .
• Realisable value . For an asset, the realisable value is the amount of cash or cash equivalents
that could be obtained currently by selling the asset in an orderly disposal, or in the normal
course of business .
•
	
Present value . The present value of an asset means the discounted future net cash inflows or
net cash savings that are expected to arise in the normal course of business .
Apart from the measurement methods suggested above from the Framework, various proposals
have been forthcoming since the early 1900s for all non-monetary assets to be measured on a
consistent basis for presentation in external financial reports, instead of the mixture of methods
currently in use . These include proposals to record all assets at :
• historical cost (depreciated if necessary)
• historical cost (depreciated) adjusted by a price index as a measure of the general inflation rate
in the economy ; this is often referred to as the current purchasing power (CPP) accounting
system
• current cost (depreciated), or current market buying price, or current replacement cost
• realisable value, or variations thereof, such as net realisable value, net selling price, current
cash equivalent, net market value, fair value
• deprival value or value to the firm, which is a measure based on the amount sacrificed by the
entity if it were suddenly deprived of the asset
• discounted present value of future cash flows from the asset .
None of these methods has gained the overwhelming support of the accounting profession or
business, but some modified support was shown in the 1970s and 1980s by the accounting pro-
fession for a current cost accounting system . Nevertheless, the IASB has undertaken a measure-
ment project to consider the issue . As a result, in November 2006, the IASB issued a Discussion
Paper Fair Value Measurements following the issue by the FASB in the United States of State-
ment of Financial Accounting Standards (SFAS) No . 157 Fair Value Measurements . The FASB
standard was also issued as a discussion paper by the IASB in conjunction with its own paper .
Full discussion of all of these measurement methods is beyond the scope of this book .
Accounting standards tend to require different measurement methods, depending on the nature
and classification of the elements in financial statements .
3 .3 .1 Asset measurement and classification
Measurement
Under accounting standards, the measurement of assets depends significantly on the nature of the
assets. For example, when property, plant and equipment are acquired, they are to be measured
at their cost in accordance with AASB 116 Properly, Plant and Equipment paragraph 15 . Cost
is defined as the amount of cash or cash equivalents paid or the fair value of the other consider-
ation given to acquire an asset at the time of its acquisition or construction (paragraph 6) . Cost
also includes incidental costs incurred directly to bring the asset to operating condition for its
intended use (paragraph 16) . Fair value is defined as the amount for which an asset could be
exchanged between knowledgeable, willing parties in an arm's-length transaction (paragraph 6) .
Under accrual accounting, cost includes all costs necessary to get the asset to a location and con-
dition ready for its intended use or sale . Detailed discussion of the acquisition of assets is found
in different accounting standards .
After the initial acquisition of an asset, accounting standards provide different rules for treat-
ment depending on the nature of the asset acquired . For example :
• Inventories must be measured at the lower of cost and net realisable value (paragraph 9 of
AASB 102 Inventories) .
• All biological assets (living animals or plants) are to be measured at their fair value less esti-
mated point-of-sale costs (paragraph 12 of AASB 141 Agriculture) .
• Property, plant and equipment can be measured at cost (depreciated if the asset is subject to
depreciation) or fair value, in accordance with the requirements of AASB 116 Property, Plant
and Equipment paragraphs 29-3 1 . If fair value is chosen, any upward valuation placed on the
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company's assets must be credited to equity under the heading `revaluation reserve' . Further
discussion of the revaluation of assets is provided in chapter 5 .
•
	
Leased assets must be measured in accordance with AASB 117 Leases . Further discussion of
leases is contained in chapter 6 .
• Investments are initially measured at cost and subsequently at fair value, as per AASB 139
Financial Instruments: Recognition and Measurement paragraphs 66 and 69 .
Classification
In the preparation of the balance sheet, assets may be classified in many different ways . For
example, classifications and subclassifications may be made according to one or more of the
following factors :
• liquidity (e .g . land held for use is differentiated from land held for sale)
• marketability (e.g . specialist plant and equipment may be less marketable than ordinary plant
and equipment)
• physical characteristics (e.g . land differs from buildings)
• the expected timing of cash flows to be derived from their use or sale (e .g . assets may be
classified as current or non-current, as elaborated below)
• the purpose for which they are used or held (e .g . assets held for use in production may be
differentiated from assets held for sale) .
For external reporting purposes, assets must be classified according to their nature (such as
inventories, receivables, intangibles) and these classifications are often used as well for internal
reporting. For both internal and external reporting, assets are usually further classified as to
whether they are `current' or `non-current', i .e. on the basis of the expected timing of cash
flows. The distinction between current and non-current assets for external reporting is made in
AASB 101 Presentation of Financial Statements . An entity classifies an asset as a current asset
(paragraph 57) when :
(a) it expects to realise the asset or intends to sell or consume the asset in the entity's normal
operating cycle
(b) it holds the asset mainly for the purpose of trading
(c) it expects to realise the asset within 12 months after the reporting date
(d) the asset is cash or a cash-equivalent unless it is restricted from being exchanged or used to
settle a liability for at least 12 months after the reporting date .
If an asset does not satisfy this definition, then it is a non-current asset . Note that AASB 101
does not define a current asset merely as one that is to be realised or consumed within 12 months
of the reporting date . An additional aspect of the definition is that a current asset may be one that
is realised or consumed within an entity's `operating cycle', which may be longer than 12 months .
Paragraph 59 of AASB 101 defines the operating cycle of an entity as `the time between the acqui-
sition of assets for processing and their realisation in cash or cash equivalents' . This cycle may be
quite short in the case of supermarkets, but quite long in the case of jewellery stores or manufac-
turers/retailers of heavy equipment . The inventory (and receivables) of an entity is to be regarded
as a current asset as long as it is realised or consumed within the operating cycle, even when they
are not expected to be realised within 12 months after the reporting date (paragraph 59) .
3 .3 .2 Liability measurement and classification
Measurement
There is no accounting standard dealing generally with the measurement of liabilities . However,
four main measurement methods have been suggested for liabilities (Australian Accounting
Research Foundation 1998, pp . 88, 89, 92) :
• Nominal or face value, representing the dollar amount of the sacrifice to be paid in future
.
• Discounted present value of future cash outflows
. This method requires estimates of the
expected future cash outflows arising from the liability, discounted to the present using an
appropriate discount rate to reflect the time value of money
. However, if the sacrifice of cash
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flows is expected in the near future, as with trade accounts payable, an acceptable approxi-
mation of present value is the nominal or face value of the amount to be paid .
•
	
Value to the entity, which is equal to `the increment in total entity value which would occur if
that liability were excluded from the measurement process' . This value is sometimes referred
to as `relief value', and is the counterpart to `deprival value' for assets .
• Discharge price, representing the lowest current outlay required if the liability were to be com-
pletely discharged at the date of the financial statement . This is sometimes referred to as the
`realisation' value of a liability.
The most common method used is nominal or face value . However, it is suggested in accounting
standards for particular liabilities that the discounted present value method can be used, for
example :
• Under AASB 119 Employee Benefits paragraphs 45 and 54, liabilities for long-term employee
superannuation benefits are to be measured as the present value of the estimated future cash
outflows to be made by the employer, using a discount rate representing the interest rate on
high-quality corporate bonds (paragraph 78) . The only exceptions to this are wages and sal-
aries, sick leave, annual leave and other employee benefits expected to be settled in the next
12 months, which are to be measured at their nominal or face amounts .
• Under AASB 117 Leases, lease liabilities under a finance lease are to be valued using present
value techniques .
• Financial liabilities must be measured in accordance with AASB 139 Financial Instruments :
Recognition and Measurement
.
• Non-financial liabilities (provisions), mentioned previously in section 3 .1.2, in accordance
with AASB 137, are to be valued using present value techniques .
In the absence of appropriate accounting standards, it is a commonly accepted practice to
value many liabilities, particularly current liabilities such as accounts payable, at face or nominal
value.
Classification
In the preparation of a company's balance sheet, liabilities are most commonly classified for
external reporting purposes according to their nature, as well as on a current versus non-current
basis (as are assets as discussed previously) . Such a classification may be used also for internal
reporting, as shown later in the chapter . An entity classifies a liability as a current liability,
according to AASB 101 paragraph 60, when :
(a) it expects to settle the liability in its normal operating cycle
(b) it holds the liability mainly for the purpose of trading
(c) the liability is due to be settled within 12 months after the reporting date
(d) the entity does not have an unconditional right to defer the settlement of the liability for at
least 12 months after the reporting date .
A liability not satisfying any of these criteria is classified as non-current . As with assets, the
distinction between current and non-current depends on the entity's operating cycle (AASB 101
paragraph 62) .
In the case of long-term interest-bearing liabilities, AASB 101 paragraph 63 further provides that
they must be classified as current if they are due to be settled within 12 months, even if an agree-
ment to refinance or to reschedule the payments is completed after the end of the reporting period
and before the financial report is authorised for issue . However, if, under the terms of an existing
loan facility the entity has discretion to refinance or `roll over' its obligations for at least 12 months
after the reporting date, the liability can continue to be classified as non-current (paragraph 64) .
Instead of classifying assets and liabilities as current or non-current, they can be presented in
financial statements in order of their liquidity (AASB 101 paragraph 51) . For example, if man-
agement is interested in assessing the entity's liquidity, placing both assets and liabilities on the
financial statement in order from the most liquid to the least liquid provides relevant information .
Information about liquidity reveals the availability of cash in the near future after taking into
account financial commitments over this period . Liquidity information is also relevant in making
assessments of solvency (see paragraph 16 of the Framework for further discussion) .
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3 .3 .3 Equity measurement and classification
Measurement
As the nature of equity is that of a residual, there are no separate measurement methods for
equity. Equity is simply equal to the measured assets minus the measured liabilities
.
Classification
In the preparation of a set of financial statements, it is common to classify equity into three major
components depending on their source . These components are :
•
	
contributed capital, or contributions by shareholders
• other reserves
• retained earnings, i .e. the accumulated profits of the company after distributions have been
made to equity holders, usually in the form of dividends, and transfers have been made to and
from reserves .
The issue of different types of contributed capital in a company has been dealt with in chapter 2,
and reserves, dividends and retained earnings are discussed in the following sections .
3 .3.4 Income (revenues and gains) measurement and
classification
Measurement
A significant contribution of AASB 118 is to provide a measurement method for revenue . In
financial statements, revenue is to be measured at the fair value of the consideration received
or receivable (paragraph 9) . `Fair value' is defined (in paragraph 7) as `the amount for which an
asset can be exchanged or a liability settled, between knowledgeable, willing parties, in an arm's
length transaction' . This applies to the many different types of revenues discussed in AASB 118 .
However, revenues arising from biological assets and agricultural produce are measured as the
increases in the fair values of these assets in the current period (AASB 141 paragraphs 26 and
28). Gains or losses from the measurement of financial assets must be recognised in accordance
with the requirements of paragraph 55 of AASB 139 . Gains or losses on disposal of non-current
assets are discussed in chapter 5 .
Classification
AASB 118 classifies revenues into different categories by source, and requires separate disclosure
of each of these categories in financial statements . The following categories are specified :
• revenues from sale of goods




These categories may be used as well in internal reports prepared for management purposes .
However, further categorisation is also useful - for example, sales of goods in a major retailer
may be split into sales from different departments such as cosmetics, women's shoes, electrical
goods; interest revenue may be split into interest from marketable securities, long-term receiv-
ables, loans made and so on, depending on the needs of each business .
3 .3.5 Expense measurement and classification
Measurement
There is no overall accounting standard dealing with the measurement of expenses, and individual
standards must be consulted for particulars. For example, AASB 102 Inventories paragraph 34
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requires the expense for cost of inventories sold to be measured at the carrying amount of those
inventories sold in the year in which the related revenue is recognised (note the use of the matching
process here) . `Carrying amount' is defined as the amount at which the inventory was recorded in
the accounting records . In the case of depreciation, AASB 116 Property, Plant and Equipment
provides that depreciation must be measured as an allocation of the depreciable amount of an asset
using a systematic allocation basis over the useful life of the asset . The allocation must reflect `the
pattern in which the asset's future economic benefits are consumed by the entity' (paragraph 60) .
For most expenses, measurement reflects the cost of the consumption or loss of economic ben-
efits in the current period . This is certainly the case with wages and salaries, delivery and travel
expenses, advertising, consumable supplies, and bad and doubtful debts . For interest expense,
insurance expense and rent expense, consumption of economic benefits usually occurs over time .
Other expenses are recognised as the carrying amounts of items previously recorded as assets are
written down or off on the grounds that there is no longer evidence of future economic benefits .
For example, see AASB 138 Intangible Assets paragraphs 54 and 57 on accounting for research
and development costs . Other expenses are recorded depending on the amounts payable by the
company under government regulations, e .g. land tax, stamp duty, council rates . Income tax
expense is recorded as per the requirements of AASB 112 Income Taxes, discussed in chapter 4 .
Classification
Expenses are usually classified in financial statements by nature or by function, in accordance




• depreciation of motor vehicles
• depreciation of computer equipment
• wages and salaries
• advertising
• cost of sales
• borrowing costs .
It is common, however, for expenses to be classified by function . The most common functions
used in financial statements are manufacturing, selling and distribution, administrative, and finan-
cial. Classification by function requires, for example, that depreciation of buildings is further
split into :
• depreciation of the factory
• depreciation of the retail store
• depreciation of the administrative buildings .
For external reporting purposes, AASB 101 paragraph 88 allows classification of expenses
either by nature or by function, the choice of classification depending on the nature of the entity
and historical and industry factors (paragraph 94) . The entity chooses the classification that
provides information that is reliable and more relevant (paragraph 88) . Further coverage of the
disclosure of expenses in external financial reports is provided in chapter 11 .
•
The most common methods of measuring assets are either at cost (depreciated if necessary) or
at fair value, and assets are usually classified as either current or non-current .
• The most common methods of measuring liabilities are either at nominal or face value or at
discounted present value, and liabilities are usually classified as either current or non-current
unless a liquidity classification is more relevant .
• There are no specific measurement methods for equity apart from the measurement of assets
and liabilities .
• Income, including revenues, is to be measured at the fair value of any consideration received
or receivable .
• Expenses are measured variously depending on the accounting standards, and are classified
either by nature or by function in financial statements .
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What are dividends and
how are they accounted
for?
3 .4 Dividends





• retained earnings .
Retained earnings represent the profits retained in the company after dividends paid and
payable to equity holders, and after any transfers to and from reserves
. This section focuses on
dividends, and section 3 .5 focuses on reserves .
3 .4 .1 Introduction to dividends
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Dividends are simply a distribution of profit to the shareholders of the company . Under the
Corporations Act 2001, the requirements in relation to dividends are contained in ss . 254T-254W.
Section 254T states that a dividend may only be paid out of the profits of the company. In terms
of the determination and payment of dividends, s . 254U includes the following replaceable rule,
which may be amended by the company and the amended rule then included in the company's
constitution :
(I) The directors may determine that a dividend is payable and fix :
(a) the amount ; and
(b) the time for payment ; and
(c) the method of payment .
The methods of payment may include the payment of cash, the issue of shares, the grant of
options and the transfer of assets .
(2) Interest is not payable on a dividend .
A common practice is for a company's constitution to allow declaration and payment of two
types of dividends - interim and final - although the power to declare dividends at any time
rests with the directors under s . 254U . An interim dividend is any dividend which is declared and
paid part way through the accounting period . The rights of shareholders to receive dividends are
specified in s . 254W:
Shares in public companies
(1) Each share in a class of shares in a public company has the same dividend rights unless :
(a) the company has a constitution and it provides for the shares to have different dividend
rights ; or
(b) different dividend rights are provided for by special resolution of the company .
Shares in proprietary companies [replaceable rule]
(2) Subject to the terms on which shares in a proprietary company are on issue, the directors may
pay dividends as they see fit .
No liability companies
(3) A person is not entitled to a dividend in a share in a no liability company if a call :
(a) has been made on the share ; and
(b) is due and unpaid .
(4) Dividends are payable to the shareholders in a no liability company in proportion to the number
of shares held by them, irrespective of the amount paid up, or credited as paid up, on the shares .
This subsection has effect subject to any provisions in the company's constitution relating to
shares that are not ordinary shares .
Hence, it is important that, for each company, the constitution is consulted in order to determine
the rights of all classes of shareholders in relation to dividends . It is common for a company to
issue both preference and ordinary shares, and for preference shareholders to have special rights
for the payment of dividends . These special rights must be followed carefully, and are discussed
further in section 3 .4.3 later in the chapter.
A dividend is commonly expressed as a certain amount of money per share . For example, if
a dividend of 18c per share is declared, then a shareholder with 1000 shares would receive a
dividend of $180 . In the case of preference shares, preference dividends may be specified as a
percentage rate (e .g . 10%) of the preference share capital .
Dividends and legal debts
If a company has a constitution,
it is common for the constitution to provide for the declaration
of dividends by the directors . If so, s . 254V(2) specifies that the company incurs
a legal debt for
dividends when the dividend is declared.
However, if there is no such provision in the company's
constitution,
a legal debt is incurred for dividends as stated in s
. 254V(1) :
A company does not incur a debt merely by fixing the amount or time for payment of a
dividend .
The debt arises only when the time fixed for payment arrives and the decision
to pay the dividend
may be revoked at any time before then
.
As stated in the Explanatory Memorandum to the Second Corporate Law Simplification Bill
paragraph 11
.39, amendments to the Act were made in relation to the declaration and payment
of dividends :
to avoid the problems that would arise if profits that would have been sufficient to cover the divi-
dend when it was declared have ceased to exist when the time comes to pay
the dividend
. Under
the Bill, a debt will not arise until the time fixed for payment has arrived,
unless the company has a
constitution that provides for the declaration of a dividend
.
Although the Act provides for directors to revoke a dividend before
payment date, if the
company is listed on the stock exchange, ASX Listing Rule 6
.10 .1 provides that the company
must not remove or change a shareholder's right to receive dividends,
except if calls due and
payable on those shares have not been paid. Furthermore, if the company has
partly paid shares,
the holder of a partly paid share must not be entitled to a greater proportion
of the dividend than
the proportion representing the amount paid divided by the amount paid and payable on the
shares (excluding any amount credited as paid on those shares)
. In determining
this proportion,
any calls paid in advance are to be ignored (Rule 6
.11) . To illustrate,
assume that a company
issues shares at a price of $5 each, and that 200 of these shares are paid up
only to $3, and the
remainder are fully paid
. The 200 shares would be entitled to 3/5 of any dividend per
share to be
paid on the fully paid shares
.
3 .4 .2 Interim and final dividends -
accounting entries
As stated before, there are two types of dividends
- interim
dividends and final dividends .
Interim dividends are generally paid about halfway through the financial
year, and the Act gives
authority to the directors to pay such dividends
. The payment of this dividend is
from the entity's
profits
. Any resolution by the directors to pay an interim dividend is
not a legal debt, and the
directors may subsequently rescind or vary the dividend, as provided in
s
. 254V(1) . In order to
record the declaration and payment of an interim dividend, the following
entry is made . Note,
however, that no entry is made until the dividend is paid
:





(Payment of an interim dividend)
(If Dividend Paid is debited instead of Retained Earnings, a closing entry is
needed at the end of
the period to transfer the Dividend Paid balance to Retained Earnings
.)
In the case of a final dividend, accounting standards do not permit the recognition
of a divi-
dend at the company's reporting date unless the dividend has
been declared and is not subject
to further approval, e
.g. by shareholders at the annual general meeting
.
Paragraphs 12 and 13 of
AASB 110 Events after the Balance Sheet Date
state:
12
. If an entity declares dividends to holders of equity instruments
(as defined in AASB 132
Financial Instruments
: Disclosure and Presentation)
after the reporting date, the entity shall
not recognise those dividends as a liability at the reporting date
.
13 . If dividends are declared
(i .e .
the dividends are appropriately authorised and no longer at the
discretion of the entity) after the reporting date but before the financial report is
authorised for
issue, the dividends are not recognised as a liability at the reporting date
as they do not meet
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the criteria of a present obligation in AASB 137 . Such dividends are disclosed in the notes to
the financial report in accordance with AASB 101 Presentation ofFinancial Statements .
Nevertheless, a few companies in Australia still recognise a liability for final dividends in the
financial statements prepared as at reporting date, as these companies have constitutions which
permit directors to declare dividends at reporting date without the need for shareholder approval
at the annual general meeting. Hence, if the directors declare a final dividend at reporting date,
and no approval is required by shareholders, then the following entry can be made at reporting
date :
Retained Earnings (or Dividend Declared)
	
Dr X
Dividend Payable Cr x
(Declaration of final dividend)
(If Dividend Declared is debited instead of Retained Earnings, a closing entry is needed at the
end of the period to transfer the Dividend Declared balance to Retained Earnings .)
In any other circumstance, no liability should be recognised for a final dividend at reporting
date. Instead, the company should prepare a note to the financial statements disclosing the
dividend as an 'after-balance-date event' if the dividend is declared after the reporting date, as
required by AASB 110 .
When declared after the reporting date, Retained Earnings is debited because the final divi-
dend is an appropriation of retained earnings, and the Dividend Payable account appears as a
current liability in the company's balance sheet until paid .
3 .4 .3 Preference dividends
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If a company has preference shares, the preference shareholders are normally entitled to some
specified dividend before any dividend is paid to ordinary shareholders . The annual preference
dividend is usually stated either as an amount of cents per share or as a fixed percentage of the
preference share capital . Because a dividend will be paid only if one is declared by the directors,
preference shareholders are not assured of receiving a dividend each year . Although dividends
normally must be paid on preference shares before any are paid on ordinary shares, the directors
may decide not to declare a dividend on either preference or ordinary shares because of a lack of
retained earnings, a shortage of cash, or both .
A company's constitution may specify that the preference shares are cumulative, which means
that any undeclared dividends accumulate, and the accumulated amount plus the current year's
preference dividend must be paid before any dividend can be paid to ordinary shareholders .
Dividends that are not declared in the year they are due are called dividends in arrears . To illus-
trate cumulative dividends, assume that a company has $500 000 of 10% fully paid cumulative
preference shares on which no dividends were declared in the preceding year. In addition, there
are 100 000 ordinary shares issued for $1 . If the company declares a $200 000 dividend, it will be
distributed to preference and ordinary shareholders as follows :
If the company declared a dividend of only $80 000, it would all be distributed to prefer-
ence shareholders ; ordinary shareholders would receive no dividends, and dividends in arrears
on preference shares would still exist for the amount of $20 000 . If preference shares are non-
cumulative, any undeclared dividends at the end of any year are lost .
Preference Ordinary
Dividends in arrears ($500000 x 10%) $ 50000 -
Current year's dividend 50 000 $100000
$100000 $100000
A further right that preference shareholders may have is that of participating in extra dividends
once a certain level of dividends has been paid to ordinary shareholders . Participating preference
shares have the right to receive further dividends above their fixed rate once ordinary shares have
received a dividend up to a stated percentage. To illustrate participating preference dividends,
assume a company has issued 200 000 ordinary shares for $1 and 100 000 12% preference shares
for $1, all shares being fully paid . Assume that on 30 June the company decides to pay a total
dividend of $45 000, and that preference shares are entitled to participate in further dividends
once ordinary shares have received 12% . The dividends will be apportioned as follows :
3 .4 .4 Source of dividends
The following entry is made to record the dividends :
June 30
	
Retained Earnings Dr 45 000
Preference Dividend Payable Cr 15 000
Ordinary Dividend Payable Cr 30000
(Dividends declared on ordinary and preference shares)
Note that if a company is listed on the stock exchange, ASX Listing Rule 6 .5 provides that
the holder of any preference shares must be entitled to a dividend at a commercial rate in prefer-
ence to holders of ordinary shares . In determining this commercial rate, due consideration will
be given to the return on the company's ordinary shares and the return available in the money
market generally.
The basic principle as to the maximum amount of dividends payable is given in s . 254T of the
Act. The principle is that a dividend may be paid only out of the profits of the company . A major
problem is then the determination of what is meant by `profits'
.
In determining whether profits are available for the payment of dividends, the following points
should be considered :
• Under the Act, the critical time at which profits should exist is the date of payment of a divi-
dend, not the date of fixing the amount or time for payment (unless the company has a separate
constitution which specifies that the date of declaration is the date on which the legal debt
arises) . At the time of payment, the directors should assess not only the existence of profits but
also the solvency position of the company . No dividend should be paid if it is estimated that,
by payment of the dividend, the dividend is no longer coming out of profits, and the company
will be unable to pay its debts as they fall due (see QBE Insurance Group Ltd v . ASC (1992)
8 ACSR 631 at 649) .
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Apportionment of dividend









Preference and ordinary dividend 36000
Balance for participation 9000
Number of shares outstanding = 300 000 shares .
Percentage per share in participation = 3% .
Hence, to preference shareholders ($100000 x 3%) 3000
to ordinary shareholders ($200 000 x 3%) 6 000
$15000 $30000





The term `profits' has no legal definition, and is an amount determined by responsible business
people. However, case law provides some guidance :
- There is no requirement to make up for past losses of capital, i .e. depreciation need not be
charged (although this would be contrary to the requirements of AASB 116
Property, Plant
and Equipment) .
- There is no requirement to make up for past revenue losses
. The Revenue account is not
regarded as a continuous account.
- Realised profits on the sale of non-current assets are available for dividend
.
- Unrealised profits on revaluation of assets, i .e . the reserve immediately after revaluation, are
available as bonus dividends . As to the availability of such profits for cash dividends, case
law implies that such dividends may be paid .
• Profits of both the current year and previous years are available for distribution as a dividend
provided the company is able to meet its debts when they fall due after payment of the
dividend .
The Legislation Review Board of the Australian Accounting Research Foundation (2002, para-
graph 7) proposed dropping the profits test for dividends from the Act and substituting a `solvency
test' . The main reasons for this proposal are :
• the lack of a definition of `profits' for dividends purposes in the Act
•
the amendments to the Act in the 1980s and 1990s which have allowed share buy-backs, capital
reduction schemes and the introduction of no-par-value shares .
Furthermore, given the push for a dividend to become a legal debt only when the payment date
is reached, under s. 254V(1) the proposal to use a solvency test is sensible as this should ensure
that money is available for payment without causing the entity to become insolvent .
Dividends are normally payable in cash. However, the Act allows the payment of dividends
wholly or in part by distribution of specific assets or shares, or options .
Dividends
During the period ended 30 June 2010 the following events occurred in relation to Terrier Ltd :
• the final dividend of $10 000 recommended on 30 June 2009 was paid . Under the constitution
no dividend could be declared until the time of payment had arrived
• an interim dividend of $3000 was declared and paid
• a final dividend of $11000 was recommended on 30 June 2010 .
Prepare journal entries to record the dividend transactions for the year ended 30 June 2010,
and indicate which dividend accounts will appear in the balance sheet of Terrier Ltd as at 30 June




Note: No entry for the recommended final dividend of $11000, Hence there will be no liability for dividends in the
balance sheet as at 30 June 2010 . There will, however, be a note to the financial statement informing shareholders
of the after-reporting date event of $11000 recommended for payment as a dividend .
Retained Earnings (Final Dividend Declared)-
Final Dividend Payable



















reserves and how are
they established and
reduced?
3 .4 .5 Bonus share issues
A common business practice for companies is to issue bonus shares to their members, such
as 5 bonus shares may be issued for every 100 shares presently held . This practice is authorised
by s. 254A(1)(a) of the Act . Several reasons have been advanced for issuing bonus shares :
•
	
to provide a return to shareholders without any cash outlays, thus protecting the company's
current liquidity
• to capitalise the long-term reserves of a company by converting reserves such as asset revalu-
ation into share capital
• to capitalise the profits of the company under s . 254S
• to signal to the capital market that the company expects good future profitability levels for
cash dividends
• as a defence when the company is the subject of a takeover bid. The issue of bonus shares in
this situation commonly follows the revaluation of the company's assets, and the bonus shares
are issued by capitalising the revaluation reserve so created.
Assuming that a bonus issue is declared and paid out of an asset's revaluation reserve, the necess-
ary accounting entry is :
Revaluation Reserve Dr x
Share Capital Cr
X
(Payment of shares under bonus issue out of revaluation reserve)
Bonus shares can be issued out of any reserve, as well as out of retained earnings . When a
bonus issue is made out of retained earnings, it is more appropriate to refer to such an issue as a
`share dividend', since appropriations of such earnings are usually restricted to transfers to/from
reserves, and to dividend distributions to shareholders . It could be argued that a bonus share issue
should not be referred to as a `share dividend' or `bonus share dividend' unless the issue is being
paid out of `profits' . This argument is based on the requirement of s
. 254T which states that a
dividend may only be paid out of the profits of the company .
•
The dividends paid in cash by a company are a distribution of the entity's profits to its equity
holders .
• Dividends may be paid during the financial year (interim) or after the end of the financial year
(final) .
• In most companies, a liability for final dividends cannot be recognised by the company until
the dividend has been approved by shareholders at the annual meeting
. A company's constitu-
tion should be consulted to determine dividend rights .
•
Preference shareholders may have rights to dividends such as cumulative rights and partici-
pating rights,
•
Dividends may be paid to shareholders in the form of shares as an alternative to cash
.
3 .
3 .5 .1 Nature of reserves
In a general-purpose financial report (GPFR), according to paragraph 68(p) of AASB 101
Presentation of Financial Statements,
the equity of a company is to be disclosed on the face of
the balance sheet under two categories, namely issued capital and reserves
. Unfortunately, the
term reserve is not defined in any accounting standard or in the Corporations Act
. Little guid-
ance is provided as well by the Framework.
Perhaps a reserve may be defined simply as a `direct
adjustment to equity plus the retained earnings of the entity' .
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Some reserves have arisen in practice as a result of accounting standards (revaluation reserve
and foreign currency translation reserve), and others because of accepted practice over many
years (general reserve) . Certain other reserves have arisen as a result of applying the Act,
e.g. forfeited shares reserve, lapsed options reserve .
3 .5 .2 Reserves established by accounting standards
Revaluation reserve
The methods of accounting for the revaluation of non-current assets and for the disposal of such
assets after revaluation are set down in accounting standard AASB 116 Property, Plant and
Equipment . As stated in paragraph 39 of the standard, a revaluation reserve is recognised when
an asset is revalued upwards . Where depreciable assets are being revalued, any balances of accu-
mulated depreciation existing as at the date of revaluation in relation to those assets are usually
credited to the asset accounts to which they relate (AASB 116 paragraph 35(b)) . Alternatively, the
accumulated depreciation may be restated proportionately with the change in the gross carrying
amount (paragraph 35(a)) .
The necessary journal entries to write back the accumulated depreciation account and to






(Reversal of accumulated depreciation prior to revaluation)
Non-current Asset Dr X
Revaluation Reserve Cr X
(Revaluation of asset to fair value)
Two motives for crediting revaluation increments to a revaluation reserve instead of including
the increment in a company's profits are :
• To ensure that a company does not recognise any income through the writing-up of assets
before they are sold, i .e. the traditional argument that profits should not be recognised before
they are realised, where realisation is defined as point of sale .
• To recognise that an increase in the net asset base of the company through revaluation rep-
resents a restatement of the entity's capital, i .e . the revaluation increment represents a `direct
adjustment to equity' .
Even though, under AASB 116, a revaluation reserve must be recognised whenever assets are
revalued upwards, this applies only in financial statements prepared for disclosure as part of a
GPFR to external users . In internal financial reports, any revaluation increment could be treated as
an item of income, as it appears to satisfy the definition of income under the Framework. Even in
GPFRs, the attitude of regulators to the treatment of revaluation increments on non-current assets
is changing in that the increase or decrease in the revaluation reserve must appear on the face of the
statement of changes in equity, in accordance with AASB 101 paragraph 96 . Where only the items
in paragraph 96 are presented on the face of the statement of changes in equity, it is called a state-
ment of recognised income and expense. Total recognised income and expense includes revaluation
increments, giving substance to acceptance that these amounts are income . As noted in section 3 .1 .4,
in ED 148 the AASB has proposed that amounts taken directly to equity should be included on the
face of the income statement and totalled with profit for the year to give comprehensive income . The
revaluation of assets, including the tax effects, is considered in more depth in chapter 5 .
Given that a company has created a revaluation reserve under AASB 116, how then does
it dispose of this account? Can it be reclassified as profits? Under proposed amendments to
AASB 101, as stated in the AASB's ED 148 paragraph 96, the answer is no, as the proposed
standard specifically bans a revaluation reserve from being reclassified as an adjustment to profit
or loss . Can the revaluation reserve be transferred to retained earnings? AASB 116 paragraph 41
and ED 148 paragraph 96 suggest that the reserve may be transferred directly to retained earn-
ings when the asset is derecognised or used . Those who see the revaluation reserve in the nature
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of a capital adjustment may prefer to retain the balance in the reserve account indefinitely rather
than include it in retained earnings, regardless of whether the related non-current assets are sold
or used .
Foreign currency translation reserve
According to AASB 121 The Effects of Changes in Foreign Exchange Rates,
a company may
disclose a direct adjustment to equity resulting from translations to the home currency of assets
and liabilities measured in foreign currency
. In practice, many entities use and disclose a foreign
currency translation reserve for this purpose . The accounting treatment of foreign currency trans-
actions and translation is not discussed in this book .
3 .5 .3
Reserves established by accepted practice
Many different types of reserves exist in practice in addition to those required by specific stan-
dards such as AASB 116 and AASB 121
. The use of different reserve descriptions has been a
common phenomenon in Australia in comparison with the relatively few reserve titles used in the
United States, for example .
A major point to note with reserves established by current practice is that they are simply the
result of book entries, the transfer from one account (usually the Retained Earnings account) to
another . Many of these reserves are created in order to put profits aside for some contingency or
`rainy day'
. They do not represent a secret balance of cash available for any particular circum-
stance
. Whether management is attempting to give the impression that the company has `bags
of money set aside for problem times' is unknown, but it is considered that the continued use of
different reserve titles by management has tended to confuse rather than to enlighten readers
of company reports
. In accordance with paragraph 97 of AASB 101, changes in each component
of contributed equity, and reserve accounts including retained earnings, must be disclosed
either on the face of the statement of changes in equity for the period or in the notes
.
General and other reserves
The term `general reserve' is a very commonly used title for reserves which are not required by
accounting standards
. This reserve usually represents nothing more than retained earnings set
aside by management for general undisclosed reasons .
The creation of reserves such as a general reserve is a simple matter
. The basic journal entry is
made normally as a balance-day adjustment :





Removal of the reserve from the accounting records is achieved simply by reversing the entry
at any time :
General Reserve
Dr X
Retained Earnings (or Transfer from General Reserve) Cr
X
(If the Transfer to/from General Reserve is used, a further closing entry is needed to close the
account off to Retained Earnings .)
•
There is no definition of a reserve in the accounting standards or in the Corporations Act ;
however, it is regarded as a separate component of equity .
• Reserves may be established by accounting standards or by normal business practice
.
• Movements in a revaluation reserve must be part of other recognised income and expense
and cannot be reclassified in a later period as part of profit or loss, but may be transferred to
retained earnings .
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Once a company has determined all of its assets, liabilities, equity (including dividends and
reserves), income and expenses, and recognised them in its accounting records using the appro-
priate measurement techniques, it can prepare a set of financial statements at the end of the
period in order to assess its financial performance and its financial position
. As with sole traders
and partnerships, there are four main financial statements that are prepared to be included in a
general-purpose financial report, and may be prepared as well for internal reporting purposes
:
• an income statement,
which shows all the relevant income and expenses so as to measure the
company's profit or loss for the period
•
	
a statement of changes in equity, which shows how the company's capital and reserves,
including retained earnings, have changed during the period; it also includes movements in
equity accounts that do not represent transactions with equity holders
• a balance sheet,
which shows the company's assets, liabilities and equity on the last day of the
period; assets and liabilities are usually classified into current and non-current categories
• a cash flow statement,
showing the sources and uses of the entity's cash resources during the
current period .
Illustrated in this chapter are the first three of these financial statements for a company for
internal purposes . Coverage of the same three financial statements for inclusion in a general-
purpose financial report is provided in chapter 11, and the cash flow statement is discussed in
chapter 13 .
Preparation of financial statements
To illustrate the preparation of the income statement, the statement of changes in equity and
the balance sheet, the unadjusted trial balance of Petunia Ltd is shown in figure 3
.2. Several
adjusting entries are used in this example as a means of revising such entries from previous
accounting courses .
Additional information
The following balance-day adjustments are yet to be made to the trial balance before financial
statements can be prepared :
(a) Write off bad debts of $2000 and then increase the allowance for doubtful debts to 5% of
accounts receivable .
(b) Transfer $10000 of retained earnings to the general reserve .
(c) Recognise depreciation as follows : motor vehicles 10% on cost
; office furniture 20% on cost ;
retail store at 5% of revalued amount ; store equipment at 20% on cost . The sale of office
furniture occurred early in July 2008 and is not depreciated during the current year . Goodwill
and development costs were considered not to be impaired .
(d) After charging depreciation on the retail store, revalue the store to fair value at 30 June 2009
of $435 000 .
(e) Accrued expenses to be recorded : sales staff salaries $5000
; administrative staff salaries
$4000 ; interest on loan $300 .
Prepayments require adjustment to recognise rent expense of $16500 and insurance expense
of $16 000. The company rents part of an administrative office block as an alternative to
purchasing such a building with the associated long-term borrowings .
Recognise the liability for income tax at the rate of 30% of the profit for the year .
Declare a final dividend on ordinary shares at 20c per share and a dividend of 8% on prefer-





Ordinary share capital (400000 shares issued for $1)
Share issue costs










Gross proceeds on sale of office furniture
Advertising expense
Sales staff salaries expense
Sales staff vehicle expense













Retail store (at fair value)
Motor vehicles (at cost)
Store equipment (at cost)
Office furniture (at cost)
Accumulated depreciation - retail store
	
100000
Accumulated depreciation - motor vehicles 150000
Accumulated depreciation - store equipment 15000
Accumulated depreciation - office furniture . 20 000
Goodwill
Development costs




Figure 3 .2 Unadjusted trial balance of Petunia Ltd
Required
A. Prepare adjusting journal entries to record items (a) to (h) and prepare the adjusted trial
balance (see figure 3 .4, p . 107) .


































B. Prepare the income statement for the year ended 30 June 2009 for Petunia Ltd
. Classify
expenses according to the following functions
: selling, administrative and financial (see illus-
trative example 3 .3, p . 109) .
C. Prepare the statement of changes in equity for Petunia Ltd for the year ended 30 June 2009
(see illustrative example 3 .4, p. 111) .
D . Prepare the balance sheet for Petunia Ltd as at 30 June 2009 (see illustrative example 3 .5,
p. 112) .
Before preparing the financial statements at the end of June 2009, the journal entries in figure 3 .3
illustrate the adjustments required . Figure 3.4 then shows the adjusted trial balance of Petunia
Ltd before preparation of financial statements .
Solution to requirement A
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Allowance for Doubtful Debts
Accounts Receivable
(Write-off of bad debts)
Bad Debts Expense
Allowance for Doubtful Debts
(Recognition of an increased allowance for bad debts
at 5% of receivables [$220 000 - $2000] minus the
remaining balance of $3000, so that final balance of
the allowance is $10 900)
(b)
	
Retained Earnings (Transfer to General Reserve)
General Reserve,
(Transfer to general reserve)
(c) Depreciation - Motor Vehicles
Accumulated Depreciation - Motor Vehicles
(Depreciation of vehicles at 10%)
Depreciation - Office Furniture
Accumulated Depreciation - Office Furniture
(Depreciation of furniture at 20%)
Depreciation - Retail Store
Accumulated Depreciation - Retail Store
(Depreciation of store at 5%)
Depreciation-Store Equipment
Accumulated Depreciation - Store Equipment
(Depreciation of store equipment at 20%)
(d) Accumulated Depreciation - Retail Store
Retail Store
























After these entries are posted to the ledger of Petunia Ltd, the adjusted trial balance of the
company appears as is shown in figure 3 .4 .
Figure 3 .4 Adjusted trial balance of Petunia Ltd
Ordinary share capital (400 000 shares issued for $1)
Share issue costs
Preference share capital (500 000 shares issued for $1)
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(e) Sales Staff Salaries Expense Dr 5000
Salaries Payable
(Salaries payable to sales staff)
Cr 5 000
Administrative Staff Salaries Expense Dr 4000
Salaries Payable
(Salaries payable to admin . staff)
Cr 4000
Interest Expense Dr 300
Interest Payable
(Unrecorded interest on loan)
Cr 300
(f) Rent, Expense Dr 16 500
Prepaid Rent
(Recognition of rent expense)
Cr 16 500
Insurance Expense Dr 16000
Prepaid Insurance'
(Recognition of insurance expense)
Cr 16000
(g) Income Tax Expense Dr 76740
Current Tax Liability
(Recognition of income tax at 30% of profit .
See calculation in figure 3 .5)
Cr 76740
(h) Retained Earnings (Ordinary Dividend Declared) Dr 80 000
Ordinary Dividend Payable
(Dividend declared of 20c per share on 400 000 shares)
Cr 80 000
Retained Earnings (Preference Dividend Declared) Dr 40 000
Preference Dividend Payable













Sales staff salaries expense
205000
Sales staff vehicle expense
15000
Depreciation of motor vehicles
30000
Depreciation of retail store
25000
Depreciation of store equipment
12000
Depreciation of office furniture
18 000
Administrative staff salaries expense
197000







Rates expense 15 000




Bad debts expense 7900





Allowance for doubtful debts 10900
Inventory 250 000
Prepaid insurance 4 000
Prepaid rent 2000
Land (at cost) 100 000
Retail store (at fair value) 435 000
Motor vehicles (at cost) 300 000
Store equipment (at cost) 60000
Office furniture (at cost) 90 000
Accumulated depreciation - motor vehicles . 180 000
Accumulated depreciation - store equipment 27000
Accumulated depreciation - office furniture : 38000
Goodwill (at cost) 140 000
Development costs 100000
Accounts payable 60000
Salaries payable 9 000
Loan payable 12000
Interest payable 300
Ordinary dividend payable 80 000
Preference dividend payable 40000
Current tax liability 76740
GST payable 8 000
$3501940 $3501940
Illustrative example 3 .3 continues our previous example of preparing financial statements for
Petunia Ltd . The income statement of Petunia Ltd based on the information in figure 3 .4 is as





Solution to requirement B of
illustrative example 3.2



















Figure 3.5 Income statement for Petunia Ltd for internal purposes
$1545000
5 000
Total cost of sales 948 800
Freight outwards 7 000
Advertising expense 10 000
Sales staff salaries expense 205 000
Sales staff vehicle expense 15 000
Telephone expense 12 500
Depreciation - motor vehicles 30 000








Administrative staff salaries expense
Carrying amount of office furniture sold
Depreciation office furniture
Total administrative expenses 263 000
Financial expenses
Rent expense 16500
Sales discount allowed 10 000
Interest expense 1500
Bad debts expense 7 900











Chapter 3 1 Company operations 109
Total expenses
1564 200
Profit before income tax 255 800
Income tax expense (30%)
76740







3.7 Retained earnings and the statement
°
°
What items are shown °of changes
in the Retained Earnings
account and in the Having determined the profit for the year, the balance of the Retained Earnings account at the
statement of changes
end of the year can be determined by reconstructing the Retained Earnings account as follows :
in equity?
Retained Earnings
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• A company is required by accounting standards to prepare four main financial statements,
namely the income statement, the balance sheet, the statement of changes in equity and the
cash flow statement .
• The income statement shows both the company's income (revenues and gains) less expenses
for the year, to determine the company's profit .
• In the statement, a company can classify expenses either by nature or by function .
Note that it is the profit of $179 060 which is credited to the Retained Earnings account .
Movements in other recognised income and expense items such as the adjustment to the revalu-
ation reserve are not included in the Retained Earnings account but are shown separately in
the statement of changes in equity . Using the information contained in the Retained Earnings
account as well as for the revaluation of the retail store, the statement of changes in equity for
Petunia Ltd is shown in illustrative example 3 .4 .
The statement of changes in equity shows the movements between the beginning and end of
the period for each equity account, including retained earnings . Hence, the statement of changes
in equity shows movements in share capital (if any) and movements in every reserve account .
In the case of Petunia Ltd, movements are shown for retained earnings (as derived from the
Retained Earnings account) and in the general reserve and the revaluation reserve . Note that at
the top of the statement, the total recognised income and expense for the year is shown . This
consists of the profit (from the income statement) plus other items of income and expense recog-
nised directly in equity . In this case, the revaluation of the retail store upwards by $60 000 quali-
fies as an item of other recognised income .
The item called `total recognised income and expense for the year' is a measure of the com-
pany's comprehensive income, discussed previously in section 3 .1 .4. It is expected that by 2009,
the IASB will replace the income statement with a `statement of comprehensive income', and
the total recognised income and expense for the year, now shown in the statement of changes in
equity, will be moved into the statement of comprehensive income . The statement of changes in
equity for external reporting purposes is discussed in detail in chapter 11 .
30/6/09 (Transfer to) General Reserve 10 000 1/7/08 Balance b/d 50000
Ordinary Dividend Payable 80 000 30/6/09 Profit (P&L Summary) 179060
Preference Dividend Payable 40 000
Balance c/d 99 060
229 060 229 060
1/7/09 Balance b/d 99060
learning
check
p, R N /
lfilh {a,+.1M11%
What is included in a
company's balance sheet?
Solution to requirement C of illustrative example 3 .2
Prepare the statement of changes in equity for Petunia Ltd for the year ended 30 June 2009 .
Figure 3 .6 Statement of changes in equity for Petunia Ltd
•
The Retained Earnings account shows the movements in the profits for the year, less any




The statement of changes in equity shows details of the changes in each equity account, as
well as the beginning and ending balances of those accounts .
•
The statement of changes in equity also shows the company's total recognised income and
expense for the year.
3 .8 The balance sheet
The balance sheet of a company lists all its assets, liabilities and equities as at the reporting date .
As discussed above in sections 3 .2.1 and 3 .3 .2, it is common to classify assets and liabilities
on the basis of whether they are current or non-current . Such a classification is presented in
figure 3 .7 for Petunia Ltd (p . 112) .
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Profit for the year
$179060
Net income recognised directly in equity :
Gain on revaluation of retail store 60 000
TOTAL RECOGNISED INCOME AND EXPENSE FOR THE YEAR $239060
Share capital :
Balance at 1 July 2008 $887000




Balance at 1 July 2008
$ 65 000
Transfer from retained earnings
10 000
Balance at 1 July 2009
$ 75 000
Revaluation reserve
Balance at 1 July 2008
$100000
Gain on revaluation of retail store
60 000
Balance at 30 June 2009
$160000
Retained earnings
Balance at 1 July 2008
$ 50 000
Profit for the year
179 060
Dividend declared - ordinary (80000)
Dividend declared- preference
(40000)
Transfer to general reserve
(10000)









The balance sheet in figure 3
.7 follows the format of the accounting equation expressed as
Assets - Liabilities = Equity
. Many other formats are acceptable for internal purposes depending
on the information to be emphasised in the statement
. Information considered most relevant by
management should be placed in the most prominent position
. For example, the statement could
begin with equities and follow the format Equity = Assets
- Liabilities, if equities are to be
emphasised
. Alternatively, the statement could be presented in the format Assets = Liabilities +
Equity, if this is suitable for management purposes
. For external reporting, the formats of both
the income statement and the balance sheet as presented in this chapter are unsuitable as they do
not comply with the requirements of accounting standard AASB 101
Presentation of Financial
Statements.
This standard is considered in chapter 11
.
Solution to requirement D of illustrative example 3
.2
Prepare the balance sheet as at 30 June 2009 for Petunia Ltd
.
Figure 3 .7

















































Retail store (at fair value)























• A balance sheet shows the assets, liabilities and equity of a company as at the reporting date .
A balance sheet can be presented in several different formats depending on which information
is considered most important .
•
	
Assets and liabilities are usually classified as current or non-current in the balance sheet .
Chapter 3 1 Company operations 1 13
Non-current liabilities
Loan payable 12 000
Total non-current liabilities 12 000




400000 ordinary shares issued and paid to $1 $ 400000
500000 preference shares issued and paid to $1 500000
The main differences between the accounting for companies and the accounting for sole traders
and partnerships are in the treatment of equity . There are two main categories of equity -
contributed equity and reserves, including retained earnings .
The nature of dividends is that they are a distribution to equity holders, provided that the
shares issued by the company are classified as equity . Dividends are of two main types - interim
and final . Provided that there is an appropriate statement in the company's constitution, the
declaration of final dividends results in their being recorded as liabilities .
Three major financial statements are prepared for internal reporting purposes :
•
	
the income statement, showing the profit for the period
• the statement of changes in equity, showing movements in each of the company's equity
accounts and the total recognised income for the period
• the balance sheet, showing the company's assets, liabilities and equity as at the end of the
reporting period .
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asset: a resource controlled by an entity as a
result of past events and from which future
economic benefits are expected to flow to the
entity (p . 83)
bonus shares : an issue of shares to existing
equity holders as a substitute for the payment
of cash, particularly as a substitute for a cash
dividend (p . 101)
constructive obligation : an obligation that
derives from an entity's actions where (a) by an
established pattern of past practice, published
policies or a sufficiently specific current state-
ment, the entity has indicated to other parties
that it will accept certain responsibilities, and
(b) as a result, the entity has created valid
expectation on the part of those parties that it
will discharge those responsibilities (p . 84)
contingent asset : a possible asset that arises
from past events and whose existence will
be confirmed only by the occurrence or non-
occurrence of one or more uncertain future
events not wholly within the control of the
entity (p . 83)
contingent liability : (a) a possible obligation
that arises from past events and whose exist-
ence will be confirmed only by the occurrence
or non-occurrence of one or more uncertain
future events not wholly within the control
of the entity ; or (b) a present obligation that
arises from past events but is not recognised
because: (i) it is not probable that an outflow
of resources embodying economic benefits will
be required to settle the obligation ; or (ii) the
amount of the obligation cannot be measured
with sufficient reliability (p . 84)
control (of an asset) : the ability of an entity to
deny or regulate the access of others to future
economic benefits (p . 83)
cost : the amount of cash or cash equivalents
paid or the fair value of the other consider-
ation given to acquire an asset at the time of its
acquisition or construction (p . 91)
cumulative : in relation to preference shares,
shares on which undeclared dividends in one
year accumulate to the following year(s) until
paid (p . 98)
current asset : an entity classifies an asset as
current when : (a) it expects to realise the asset
in, or intends to sell or consume it in, its normal
operating cycle; (b) it holds the asset mainly for
the purpose of trading ; (c) it expects to realise
the asset within 12 months after the reporting
date; or (d) the asset is cash or a cash-equivalent
unless it is restricted from being exchanged or
used to settle a liability for at least 12 months
after the reporting date (p . 92)
current liability : an entity classifies a liability
as current when : (a) it expects to settle the lia-
bility in its normal operating cycle ; (b) it holds
the liability mainly for the purpose of trading ;
(c) the liability is due to be settled within
12 months after the reporting date ; or (d) the
entity does not have an unconditional right to
defer the settlement of the liability for at least
12 months after the reporting date (p . 93)
dividends : a distribution of profit to the equity
holders of a company (p . 96)
equity: the residual interest in the assets of the





accounting period in the form of
outflows or depletions of assets or incurrences
of liabilities that result in decreases in equity,
other than those relating to distributions to
equity participants (p. 86)
fair value (of an asset)
:
the amount for which
an asset could be exchanged between know-
ledgeable, willing parties in an arm's-length
transaction (p . 91)
income: increases of economic benefits during
the accounting period in the form of inflows
or enhancements of assets or decreases of lia-
bilities that result in increases in equity, other
than those relating to contributions from equity
participants (p . 85)
liability: a present obligation of the entity
arising from past events, the settlement of
which is expected to result in an outflow from
the entity of resources embodying economic
benefits (p. 84)
losses : the excess of expenses over income in a
financial period (p . 86)
measurement : the process of determining the
monetary amounts at which the elements are to
be recognised and carried in the financial state-
ments
. It involves the assignment of monetary
numbers to particular attributes of the item
being measured (p . 90)
operating cycle
:
the time between the acqui-
sition of assets for processing and their real-
isation in cash or cash equivalents (p . 92)
kr
participating : in relation to preference shares,
shares which receive extra dividends above a
fixed rate once a certain level of dividends has
been paid to ordinary shares (p
. 99)
provision : a liability of uncertain timing or
amount (p . 84)
qualifying asset : in the context of borrowing
costs, an asset that requires a long period of time
to get ready for its intended use or sale (p . 89)
recognition : the state of being reported on the
face of the financial statements of the entity
(p. 87)
reliability: information has the quality of
reliability when it is free from material error
and bias and can be depended on by users to
represent faithfully that which it either purports
to represent or could reasonably be expected to
represent (p . 87)
reserve: a category of equity reported in the
balance sheet; it consists of direct adjustments
to equity (apart from contributed capital) and
retained earnings (p . 101)
revenue : the gross inflow of economic ben-
efits during the period arising in the course
of ordinary activities of an entity when those
inflows result in increases in equity, other than
increases relating to contributions from equity
participants (p. 85)
The following events occurred during the financial year 1 July 2008 to 30 June 2009 :
2008
Sept . 1 The directors revalued land and buildings by $100000
. The land and buildings
had originally cost $250 000. The accumulated depreciation on buildings at the
revaluation date was $40 000 .
Oct.
	
1 Shareholders ratified a final dividend of 10c per share recommended by the
directors on 29 June 2008 on all fully paid equivalent ordinary shares
.
20 The final dividend was paid .
Chapter 3 Company operations 1 15
DEMONSTRATION
PROBLEM 1 -*
Declaration and payment of dividends and reserve transfers
The equity of Acacia Ltd at 1 July 2008 consisted of
Share capital
200 000 'A' ordinary shares-fully paid
$200000
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Dec . 18 The directors declared a one for five bonus issue on all `A' ordinary shares, to
be paid out of the contingencies reserve . The price per share was $1 .
21 Allotment of bonus shares .
2009
March 1 An interim dividend of 5c per share was paid on all fully paid equivalent ordi-
nary shares .
June 30 The directors proposed a final dividend of 8c on all ordinary shares and resolved
to transfer the remainder of the contingencies reserve back to retained earnings .
30 Part of the revalued land and buildings was sold and the directors resolved to
transfer $20 000 from the reserve created on 1 September 2008 to retained earnings .
Required
A. Prepare journal entries to record the above transactions .
B . Assuming that the company made an after-tax profit of $58 000 for the year and that all
closing entries have been posted, prepare the Retained Earnings ledger account for the year
ended 30 June 2009 .
Accumulated Depreciation - Buildings
	
Dr 40000
Land and Buildings Dr 60 000
Revaluation Reserve
Cr 100000
(Revaluation upwards of the land and buildings after
writing off accumulated depreciation)
Retained Earnings (Final Dividend Declared) Dr 42500
Final Dividend Payable Cr 42500
(Declaration of 1Oc final dividend on ordinary shares
calculated as [200000 + (300000 x 0.75)] x 0 .10)
Final Dividend Payable Dr 42500
Cash Cr 42 500
(Payment of final dividend
Contingencies Reserve Dr 40000
Share Capital Cr 40000
(Payment of bonus issue to fully paid ordinary
shares for $1 each [200 000/5] x $1)
Retained Earnings (Interim Dividend Paid)
Dr 23350
Cash Cr 23350
(Payment of interim dividend of 5c on all fully
paid equivalent ordinary shares, calculated as
[240000 +(300000 x 0 .75)] x 0 .05)
No entry can be made for the final dividend as the dividend
requires ratification at a later time and is not yet a liability.




(Transfer of remaining contingencies reserve
back to retained earnings)
Revaluation Reserve (Transferfrom Revaluation Reserve) Dr 20000
Retained Earnings
Cr 20000






B . The retained earnings account would appear as follows after the above adjustments :
Retained Earnings
DEMONSTRATION
Preparation of income statement and balance sheet
PROBLEM 2




































Salaries : Travellers 690
Directors' fees 200
Interest on mortgage 1 000
General expenses 1465
$131850 $131850
* Retained earnings is after deducting last year's final dividend of $2500000 and an interim dividend for this








(a) The share capital consists of 30 000 000 shares fully paid at $1 and 50 000 000 shares issued
for $1 and called to 75c per share
.
Chapter 3 Company operations 1 1 7
15/10/08 Final Dividend Declared 42500 1/7/08 Beginning Balance 75000
1/3/09 Interim Dividend Paid
23350 30/6/09 P & L Summary 58000
30/6/09 Contingency Reserve 60000
30/6/09 Balance c/d
147150 30/6/09 Revaluation Reserve 20000
213000 213 000
1/7/09 Balance b/d 147150




depreciation on vehicles at the rate of 10% p.a ., and on buildings at the rate of 5% p .a . for
the whole year
• the allowance for doubtful debts at 30 June 2009 is estimated to be $160000
• unrecorded and unpaid travellers' salaries amount to $100000
• prepaid general expenses amount to $15 000
• income tax provided for totals $3 504 000
• a final dividend is recommended for a total of $2 500 000
• $1000 000 is to be transferred to a general reserve
• land is to be revalued to its fair value of $11000000 .
Required
A. Prepare an income statement for Poinsettia Ltd for the year ended 30 June 2009 . Classify
expenses by function .
B . Prepare a statement of changes in equity as at 30 June 2009 .
C. Prepare a balance sheet for Poinsettia Ltd as at 30 June 2009 .
Solution -* The journal entries necessary for the adjustments are as follows :
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Note that there is no entry for the recommended final dividend as it is merely a recommendation
not a declaration under the company's constitution .
Depreciation Expense - Vehicles Dr 250 000
Accumulated Depreciation -Vehicles
(Depreciation of 10% p .a . on vehicles)
Cr 250 000
Depreciation Expense - Buildings Dr 2000000
Accumulated Depreciation - Buildings
(Depreciation of 5% p .a . on buildings)
Cr 2000000
Bad Debts Expense Dr 160000
Allowance for Doubtful Debts
(Recognition of an allowance for debts turning bad)
Cr 160000




Prepaid Expenses Dr 15000
General Expenses
(General expenses prepaid recognised as an asset)
Cr 15000




Retained Earnings Dr 1000000
General Reserve




(Revaluation of land to fair value)
Cr 800000
A. Income statement for Poinsettia Ltd
14,11 1 ,0FY:T.~rl ._,
IiXKlir ,'9t tr:
Workings





Retained earnings at beginning of year [2 600 + 2 500 + 1 500 dividends] 6600
Plus: Profit for the year 3096
Total available
9696
Less: Dividends paid :
Final dividend paid
2500
Interim dividend paid 1 500
Amounts transferred to reserves
1 000
5 000



































Profit before income tax 6 600
Income tax expense
3 504
Profit for the year
3096
.
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B. Statement of changes in equity
$000
Profit for the year
3 096
Amounts recognised directly in equity :
Revaluation reserve on land
800
TOTAL RECOGNISED INCOME AND EXPENSE FOR THE YEAR
3 896
Share capital :
Share capital at 1 July 2008 67 000




Retained earnings at 1 July 2008 6 600
Profit for the year
3 096
Final dividend paid (2500)
Interim dividend paid
(1500)
Amounts transferred to general reserve (1000)
Retained earnings at 30 June 2009 4 696
General reserve
General reserve at 1 July 2008 0
Transfer from retained earnings 1000
General reserve at 30 June 2009 1000
Revaluation reserve
Revaluation reserve at 1 July 2008 0
Revaluation of land 800
Revaluation reserve at 30 June 2009 800
Workings
Share capital consists of:
1 . Discuss the definition and essential characteristics of an asset . When should an asset be
recognised? How should assets be measured?
2
. Foxy Ltd was going through some difficult trading times and was barely breaking even .
In attempting to improve sales, the company spent $500000 on an advertising campaign
during the current year in the hope that sales would improve in the new year, Management
decided that the cost of this campaign should be recorded as an asset in order that the small
current profit for the firm would not become a loss
. Discuss whether management's decision
is justified .
3. What are the essential characteristics of a liability? When should liabilities be recognised in
the accounting records, and what techniques should be used to measure them?
4. As maintenance costs on equipment have been steadily rising every year, Scotch Ltd has
been setting aside regularly a provision for plant maintenance at an increasing amount, The
provision has been recorded as a liability, and as an expense
. Discuss whether Scotch Ltd's
treatment is correct.
5. Distinguish between current and non-current assets
. Can property, plant and equipment be
reported as a current asset? If so, when?
6
. Distinguish between current and non-current liabilities. Can a liability, which satisfies the
definition of a current liability, be reported, internally and/or externally, as a non-current
liability? Explain .
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Income tax liability 3 504
Total current liabilities 13104
Non-current liabilities




















30000000 shares fully paid at $1
30 000
48000000 shares issued for $1 paid to 75c
36000
2000000 shares issued for $1 paid to 50c
1 000
$67000
2. On 31 December 2009, the directors, who were keen to keep cash resources in the business
for further expansion of plant facilities, made a bonus share issue of 1 share for every 5 shares
held valued at $2.20 per share from the general reserve .
3. On 30 June 2010, the company's land and buildings were revalued from a carrying amount of
$720000 (original cost of $900 000) to $1000 000 . Depreciation has already been charged up
to 30 June 2010 .
4. The profit for the year after charging income tax expense of $150 000 was $330 000 .
5 . On 30 June 2010, the directors declared a final dividend of IOc per share in cash out of profits
made in the current year.
Required
A. Prepare journal entries to record the transactions .
B . Prepare a statement of changes in equity for the year ended 30 June 2010.
Question 3 .4 Adjustments and preparation of financial statements
The following details are taken from the accounting records of Aster Ltd at 30 June 2008 :
The following items, not yet recorded, must be adjusted before completion of the company's
financial statements :
1 . Depreciation to be recorded as follows : plant and machinery at 20% of cost; buildings at 5%
of cost. Goodwill has not been impaired .
2. Income tax to be provided at 30% of profit before tax .
3 . Dividends of 8c per share were declared .
4. Transfer $10 000 of the contingencies reserve back to retained earnings .





Cost of sales $ 694000
Selling expenses 82000
Administrative and general expenses 51000





Plant and machinery (cost)
150000




Accumulated depreciation - buildings
30 000
6% government bonds (face value $20000) 22000
Shares in other companies 75000
Bank loan (due 2011) 24000
Accounts receivable 54000
Allowance for doubtful debts
8000
Inventories (at lower of cost and market) 46 000





Share capital (120000 ordinary shares issued for $2) 240000
Contingencies reserve
16000
Retained earnings 1/7/07 13000
$1341000 $1341000
Required
A . Prepare general journal entries to record the adjustments necessary .
B . Prepare the income statement for Aster Ltd for the year ended 30 June 2008
.
C. Prepare the statement of changes in equity for Aster Ltd .
D. Prepare the balance sheet for Aster Ltd as at 30 June 2008 .
Question 3 .5 Ledger accounts for equity adjustments
01
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The following transactions occurred during the year ended 30 June 2010 :
2009
June 30 Already deducted from the retained earnings balance of $860000 were final
ordinary dividends of $7000 and preference dividends of $40 000 . These divi-
dends were expected to be paid later in 2009,
July 9 Final call made on 100000 partly paid ordinary shares .
19 Call money received .
Sept. 5 Final dividends paid .
Oct. 21 Revaluation of land and buildings by $50 000 . (Assume away depreciation on
buildings .) With the reserve created, the directors proposed a bonus issue of
ordinary shares to existing ordinary shareholders, on the basis of 3 shares for
every 10 shares, valued at $1.08 per share.
22 Share certificates issued for bonus issue .
2010
Jan . 10 Interim dividend of 6c per ordinary share paid .
June 30 Preference dividend for the year and final ordinary dividend of 6c per share
declared. No notification of these dividends is necessary under the company's
constitution, Transfer of $3000 to general reserve .
Required
Prepare ledger accounts to reflect the above transactions .
Question 3 .6 Equity adjustments, and statement of changes in equity
Equity of Azalea Ltd at 14 February 2008 consisted of :
The following events occurred during 2008
:
Feb. 15 Interim dividend of 10c per share declared and paid
. Shares partly paid were to
receive a proportionate amount of dividends .
April 2
Final call made on the 400 000 partly paid shares .
May 30 All call money received .
June 30
Profit before tax for the year was $630000 out of which the following appro-
priations were made :
(a) Income tax expense
$200000
(b) Transfers to reserves : General reserve
55 000
Plant replacement reserve





600000 shares (fully paid)
$600000









The equity of Poppy Ltd at 30 June 2009 consisted of :
r
Share capital : 200000 10% cumulative preference shares issued at $2, fully paid
$400000




Aug. 15 The final dividend of 10c per share on all issued shares was declared and a 1-for-5
bonus issue of shares to be satisfied out of the reserve arising from revaluation
of buildings was approved. Shares are valued at $1 .20 each .
Aug. 16 Payment of final dividend .
Aug. 30 Allotment of bonus shares .
During the year ended 30 June 2009, the following transactions occurred :
2008
S ept . 1 Camellia Ltd paid damages of $15 000 awarded in a lawsuit against it . In antici-
pation of this, the directors had authorised the appropriation for contingencies
last year . The board now directs that the reserve be discontinued .
2009
March 1 The profits for the half-year were such that the directors authorised payment of
dividends of 10% on the preference shares and 10c per share interim on ordi-
nary shares. Preference dividends have not been paid for 2007 or 2008 .
March 12 Dividends declared on 1 March were paid .
April 1 The directors authorised the issue to ordinary shareholders of a bonus share
issue of 1 share for every 5 held, valued at $2 .20. The shares do not rank for
dividend until 2010 . The issue is out of the revaluation reserve .
June 30 The profit before tax for the year was $300 000 . The directors decided to
recommend to the annual general meeting a final dividend of 18c per share on
ordinary shares . Assume the taxation rate is 30% .
Required
A. Prepare general journal entries to record all transactions for the year .
B . Prepare a statement of changes in equity for the year ended 30 June 2009 .
Question 3 .8 Share issues, options, dividends and reserves
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Required
A. Prepare the journal entries (in general journal format) to give effect to the above events .
B. Prepare the statement of changes in equity up to 30 August 2008 .
Question 3 .7 Equity adjustments and statement of changes in equity
The equity of Camellia Ltd at 30 June 2008 was :
Share capital
50000 10% cumulative preference shares -fully paid $ 50000






The equity of Geraldton Wax Ltd at 30 June 2009 consisted of :
400000 ordinary 'A' shares, issued at $2, fully paid
$800000
300000 ordinary 'B' shares, issued at $2, called to $1 .20 360000
50000 6% redeemable preference shares, issued at $1 .50, fully paid 75000
Share issue costs
(2670)
Calls in advance (at 80c)
16000
Share options (issued at 60c, fully paid)
24000
Retained earnings
318000
